
S T A T E  O F  N E W  Y O R K
S T A T E  T A X  C O M M I S S I O N

A L B A N Y ,  N E I d  Y O R K  1 2 2 2 7

June 28, 1985

Digital Equlpnent Corporation
100 Nagog Park
Acton, lIA 0L72O

Gentlemen:

PLease take not lce of the DecLsion of the State Tax Comlsslon enclosed
herewlth.

You have now exhausted your rlght of revlew at the adminlstrative level.
Pursuant to sect ion(s) 1090 of the Tax Law, a proceedlng ln court  to revlew an
adverse decisLon by the State Tax Comlsslon may be Lnstltuted only under
Article 78 of the Clvtl Practlce Law and Rules, and must be colrmenced Ln the
Supreme Court of the State of New York, Albany Countlr withln 4 months from the
date  o f  th is  no t ice .

Inquiries concerning the computatlon of tax due or refund allowed ln accordance
with thls decision may be addressed to:

NYS Dept. TaxatLon and Flnance
Law Bureau - Litigatl.on Unlt
Building /f 9, State Campus
Albany, New York L2227
Phone /f (518) 457-2070

Very truly yours,

STATE TN( COMMISSION

Peti t loner t  s Representat l .ve
Edward M. Griffith
Phl l l lps, Lyt le '  l l i t ,chcock'
30 Rockefel- l -er PLaza' Suite
New York, NY 10112

Blal.ne
3r37

c c :

Taxlng Bureaur s Representatlve

& Huber
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STATE OF NEW YORK

STATE TA)( COMMISSION

In the Matter of the Pet i t ion :
o f

Digital Equipnent Corporation
: AFFIDAVIT OF MAILING

for Redetermlnatlon of a Deflclency or Revlslon :
of a Determination or Refund of Corporatlon
Franchise Tax under Article 9A of the Tax Law :
f o r  t h e  F i s c a l  Y e a r s  E n d e d  6 1 2 8 / 7 5 , 7 / 3 / 7 6 , 7 / 2 / 7 7 ,
7 / r /78 .  :

State of New York :
s s .  :

County of Albany 3

Davld Parchuck, belng duly sworn, deposes and says that he ls an empl-oyee
of the State Tax Comission, that he is over 18 years of agee and that on the
28th day of June, 1985, he served the within not ice of DecLsLon by cert l f ied
mail upon Digital Equlpment Corporation, the petltloner in the withln proceedlng'
by enclosl-ng a true copy thereof Ln a securely sealed postpald wrapper addressed
as folLows:

Dlgltal Equlpnent Corporation
100 Nagog Park
Acton, l {A 01720

and by deposltlng aame enclosed ln a postpaid properly addressed wrapper ln a
post office under the exclusLve care and custody of the Unl.ted States Postal
Service within the State of New York.

That deponent further says that the sald addressee ls the petltloner
herein and that the address set forth on said lrrapper Ls the last knolcn address
of the pet l t ioner.

before ne thl.s
o f  June,  1985.

Sworn to
28th day

nister oa
pursuant to Law section
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STATE OF NEW YORK

STATE TN( COMMISSION

In the Matter of the Pet l t ion :
o f

Digital Equlpnent Corporation :

for RedetermLnation of a Deflciency or Revision i
of a Determinatlon or Refund of Corporatlon
Franchise Tax under Artlcle 94 of the Tax Law for :
t h e  F i s c a l  Y e a r s  E n d e d  6 / 2 8 / 7 5 , 7  / 3 / 7 6 , 7  / 2 1 7 7 , 7  / L / 7 8 .

AFFIDAVIT OF I'IAILING

State of New York :
s s .  :

County of Albany :

Davld Parchuck, belng duly sworn, deposes and says that he ls an employee
of the State Tax Coumlsslon, that he is over 18 years of age, and that on the
28th day of June, 1985, he served the wlthln not lce of Decl.s lon by cert i f led
mal1 upon Edward M. Grlffith, the representative of the petitloner ln the
wlthln proceeding, bI encloslng a true copy thereof ln a securely sealed
postpaid wrapper addressed as follows:

Edward M. Grlfflth
Phl l l ips, Lyt le,  Hitchcock, BJ.aine & Huber
30 Rockefel ler PLaza, Suite 3137
New York, NY 10112

and by depositlng same enclosed in a postpald properly addressed lrrapPer ln a
post office under the excluslve care and custody of the Unlted States Postal
Servlce wlthln the State of New York.

That deponent further says that the said addressee ls the representatlve
of the petltloner hereln and that the address set forth on sald ltrapper ls the
last known address of the representative of the petitloner.

Sworn to
28th day

before me this
o f  June,  1985.

lster oaths
pursuant to Tax Law sect lon L74
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STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Pet i tLon :

o f :

DIGITAL EQUIPMENT CORPORATION : DECISION

for Redeterminat ion of a Def ic iency or for :
Refund of Franchise Tax on Buslness Corporations
under Article 9-A of the Tax Law for the Fiscal :
Years  Ended June 28 ,  L975,  Ju ly  3 ,  L976,  JuLy  2 ,
1977 and July I, 1978. :

Pet i t ioner,  Dlgi tal  Equipment Corporat lon, 100 Nagog Park, Acton,

Massachusetts 01720, f i led a pet i t ion for redetermlnat ion of a def ic iency or

for refund of franchise tax on business corporatlons under Article 9-A of the

Tax Law for the f iscal  years ended June 28, L975, July 3, 1976' JuLy 2, 1977

and Ju ly  1 ,  1978 (F i1e  No.  37266) .

A formal hearing was held before Doris E. Steinhardt,  Hearing Off lcer,  at

the off ices of the State Tax Cornmission, Two World Trade Center,  New York'  New

York ,  on  May 23 ,  1984 a t  9 :15  A.M. ,  w i th  a l l  b r ie fs  to  be  submi t ted  by  November  27 ,

1984. Pet, i t ioner appeared by Phi l l ips, Lyt le,  Hitchcock'  Blaine & Huber,  Esqs.

(Edward M. Grtf f i th,  Jr. ,  Esg.,  of  counsel) .  The Audit  Divis lon appeared by

John P.  Dugan,  Esq.  (Pat r i c ia  L .  Brumbaugh,  Esq. ,  o f  counse l ) .

ISSUES

I. Whether the incluslon by petitioner in a combined franchise tax rePort

of slx of its whol-ly-owned subsldiarles, includlng Digital Equlpnent Corporation

de Puerto Rico, is required in order to properly ref lect pet i t ionerfs franchise

tax l iabi l i ty.

I I .  Whether pet i t ioner is properly ent i . t led to the DISC export  credit

p rov ided by  sec t ion  210.13  o f  the  Tax  Law.
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FINDINGS OF FACT

1. On September 15, 1981, subsequent to the conduct of a f le ld audit ,  the

Audit  Divis ion issued to pet l t loner,  Dlgi tal  Equlpurent Corporat lon ("Digl tal") ,

four notices of deficl.enclr ass€rting additional franchise tax due under

Art ic le 9-A of the Tax Law for the f iscal  years ended June 28, L975, JuLy 3,

1976,  Ju ly  2 ,  L977 and Ju ly  1 ,  1978 in  the  respec t ive  amounts  o f  $24,919.00 ,

$ I28 ,452.00 '  $308,885.00  and $285,824.00 ,  p lus  in te res t .  The corpora t ion  tax

examiner recommended and the asserted deficiencies are premlsed on the following

adjustments: (a) the incluslon by Digltal in a comblned franchtse tax report

of six of its wholly-owned subsidiaries, Digital Equipment Corporation de

Puerto Rico (r 'DEc-PRr') ,  Digl- tal  Equipment Corporat ion Internat lonal ( | 'DEC-

Internat ional") ,  Dlgi tal  Equipment Corporat ion'  Asia ("DEC-Asia'r) ,  Digi tal

Equipment Corporation Latin America (r'DEC-Latin AmerLca"), Digltal Equlpment

Corporation Realty Trust, ("DEC-Trustr') and Digltal Internatlonal Sales Corporatlon

("Sales");  (b) the disal lowance of the DISC export  credit  to pet i t ioner on the

ground that the credit only has application to export sales shlpped from New

York; (c) the recomputat ion of the property and receipts factors of the buslness

allocation formula; and (d) the add-back of lnterest expense indirectly attrLbu-

table to subsidiary capital. In computing the entlre net lncome of the combined

group, the Audit Division treated the research and development costs of both

Digi tal  and DEC-PR as expense i tems; for federal  corporat ion income tax purposes,

DEC-PR had el-ected to capttaLtze and amortize such costs.

Subsequent to the tssuance of the not ices of def ic iency, Digl tal

lnformed the Audlt Division of certai-n changes to its federal corporation

income tax returns for the f iscal  years ended June 28, L975, July 3, L976 and.

July 2, 1977 made by the Internal- Revenue Service. The Audit Divislon auguented
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the conblned groupfs entire net income to take account of the federal- changes

for such years, and by way of l ts answer to the perfected pet i t l -on, asserted

greater def ic iencies for the f iscal  years L975, L976 and L977 Ln the amounts of

$ 5 3 , 0 8 4 . 0 0 ,  $ 1 9 0 , 3 0 3 . 0 0 ,  a n d  $ 4 0 7 , 8 3 4 . 0 0 ,  r e s p e c t i v e l y .

2. Digital is presently the second largest computer company in the Unlted

States. It designs, manufactures and distributes computer equipment and

systems throughout the world. It is headquartered in Massachusetts where lt

has manufacturing as well as support facll-ities. During the years in question'

it also had manufacturing facilities in New Hampshire, New Mexico, Vermont and

Arizona. For the period 1976 to 1978, the number of enployees ranged from

about 18,500 to 251000. Digi talrs act lv i t les in New York State are l imlted to

the sales and servicing of computer egulpment through branch sal-es and servlce

off ices. I t  does no manufactur ing in New York.

3. (a) DEC-Internat ional has a sales and service off ice and employees in

Tokyo, Japan. I t  sel- ls Digl tal  products to the Far East market.  I t  has no

employees or operat ions ln the United States.

(b) During the relevant period, DEC-Asia had a sales and service offlce

and empl-oyees in lran. It had no employees or operatlons ln the United States.

(c) During the relevant perLod, DEC-Latln Amerlca had a sales and

servlce office and employees in San Juan, Puerto Rico. It had no employees or

operat ions in the United States.

(d) During the relevant period, DEC-Trust rilas a Massachusetts business

trust that held real property whlch i t  leased to Digi tal .  I t  had no off lce or

employees in New York.

(e) During the relevant period, Sales \ras a Domestic Internatlonal

Sales CorporatLon for federal  income tax purposes. A11 of the products relat ing
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to the export sales made by it, and upon which lt received conrmissions, Itere

shipped from Maynard, Massachusetts.

4. DEC-PR ls a Delaware corporation wlth its headquarters and manufacturing

faci l i t ies in Puerto RLco. I t  has no employees, facl l - l - t ies or operat lons in

New York State. Durlng the years ln question, DEC-PR had two manufacturing

plants, one in San German and the other Ln Aquadllla, totallLng about 500'000

square feet.  I ts employee populat lon ranged from 2r000 to 3,000 and included

dLrect labor operators, electronic and mechanical  technicians, manufactur lng

engineers and professional managers. Of the total  employee popuLat lon, only

about 50 enployees rrere from the continental- United States, the remalnder belng

from Puerto Rico.

5. For f iscal  years 1975 and 1976, DEC-PR was a qual i fy ing corporat ion

under section 931 of the Internal Revenue Code. Pursuant to that provlsiont

its gross income for federal income tax purposes included only gross income

from sources within the Unlted States. Since al-1 of its income from these

years was from Puerto Rlco, it had no gross lncome for federal income tax

purposes .

By reason of a change by the Tax Reform Act of L976' DEC-PR became

subJect to the provisions of sect ion 936 of the Code for f l .scal  yeare L977 and

1978. Sect lon 936 provides a special  tax credit  to a qual- l fy ing corporat ion

whlch ls egual to the federal income tax attributable to the corporationfs

l-ncome from sources without the United States from the active conduct of a

trade or business wlthln a possession and from qualt f ied possession source

lnvestment lncome.

6, DEC-PR manufactured computer subassemblies and finished optlons,

including printed wiring boards, backpl-anes and central processlng unlts. In
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general ,  the operat ions were relat ively highly automated, with assembly processes

as wel-1 as qual i ty and rel labl l l ty test ing belng computer-dlrected.

For the most part, the products manufactured by DEC-PR were deslgned

by Digi tal .  DEC-PR received from i ts parent drawlngs, specl- f icat lons and

tttoolstt (hardware and software utilized to nanufacture the product) and was

charged a research and development fee, computed in accordance wlth a formula

established by a costsharing agreement between Dlgital and varlous of its

subsidiaries including DEC-PR.

DEC-PR enployed an extensive labor force of technl.cians and englneers

who were experts ln product technology and process technology. Extenslve

knowledge of the products themselves (r'product technologyt') was requlred to

manufacture the products and to perform the testing and diagnostic routines.

In addttion, it rras essentLal for DEC-PR to have technlcians and engineers

ski l led Ln the manufactur ing process Ltsel f  ("process technology").  DEC-PR

purchased approximately 19 percent of its supplies fron Digital and the remainder

of its raw materials from vendors ln Puerto Rico, the United States, Europe and

the Far East. Because in some lnstances the vendor base used by DEC-PR was

different from that used by the Dlgital group in the UnLted Statesr the DEC-PR

process technl"cLans and engineers tailored and accomodated the processes

accordingly.

An integral part of the DEC-PR manufacturing operation was materlals

plannlng and management, the procurement of materials and the setting of

manufactur ing schedules, takLng Lnto considerat ion Dlgi tal fs business requests'

hl .stor ical  shipments of part icular products, market project ions and other

factors. These scheduLes were in turn used to determine the klnd and amount of

materials to be procured, .inventory levels and product mix.
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DespLte the fact that approximatel-y 94 percent of its products were

sold to Digltal, customer service rf,as an important consideratlon t,o DEC-PR,

given that it competed with other plants and subsidiaries in the Dtgital group

for the opportunlty to manufacture the same products. Thus, DEC-PRts ability

to be cost ef fect lve, to manufacture high qual i ty products and to be responsive

to customer demands tended to enhance its competitive edge.

7 . DEC-PR had its orrrn personnel department which was charged with the

responsibi l i t ies of administer ing wage and benef i t  packages, the trainlng and

development of personnel,  and recrui tnent.

Compensatlon paid t.o the DEC-PR employees hras very competitive.

CompensatJ-on packages were designed to be conslstent with the general Dlgital

policy of affording ernpl-oyees an attractive place to work but were also fashioned

to be sui table to the part icular environment.  In at least one instance, the

pollcy adopted by DEC-PR with respect to providing automobiles for certain

execut ives was conErary to pol lcy at the parent 1eve1.

Personnel tralning and development were provided by DEC-PR in-house or

by professionally sponsored courses and school-s on the Island or in the United

S t a t e s .

Personnel were exchanged between DEC-PR and Digital' but most often'

employees were recruited from companies outside the Digital group. There

existed no formal program in the group for the exchange of personnel between

companies.

Finally, DEC-PR retained a San Juan law flrn to handle all- its labor

related legal matters.

8. DEC-PR had lts om finance department, encompassing the usual functions

of budgetlng, cost accounting and treasury. DEC-PR annually developed and
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establ-ished cost goals and periodically reviewed compllance with its goals.

Digi tal  conducted a f inal  review of DEC-PR|s budget after i ts forrnulat lon by

the subsLdiary. DEC-PR retained an accounting fLrm located in San Juan whlch

performed audits of the subsidiaryts records and issued cert i f ied f lnancial

s ta tements .

9. From time to time, it was necessary for the management of DEC-PR to

meet with Puerto Rlcan government officials with respect to employee compensation

packages, tax compliance and transportation and connunicatlon services. The

management also frequently met with Fomento, the local lndustrial developnent

agency, which considered DEC-PR a t'modeltt operation to entlce prospectlve new

business to the IsLand.

10. An Internal Revenue Service team, consist ing of auditors,  lnternat lonal

operations examiners, computer speciallsts and a case managerr conducted an

examlnat lon of Dlgi talrs books and records for the f lscal  years 1975 through

1978 with part lcular at tent ion to the pr ices charged Digi tal  by DEC-PR. In

deterni.ning lntercompany prlces, Dlgital applied a profit-spllt method. On the

theory that the group of corporatlons engaged in two profit-generating actlvities'

manufactur ing and sales, Digl tal  set pr ices at a level so as to spl l t  overal l

group profit evenly between the manufacturing and sales operations.

In the course of the audlt, the Service retaLned industrial economists

who studied comparabl-e companies and concluded that a cost-plus method ltas more

appropriate ( than the prof i t -spl i t  method) to measure the prof l t  of  DEC-PR. In

arriving at a profit algorithm, the economists excluded research and development

expenses and the costs of intercompany purchases from the definltion of cost to

be narked up, and accorded Digltal one-half of the labor savings attrLbutable

to the Puerto Rican operations. The resultant markup and profLt rate applied
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was roughly 10 percent.  The Service adopted the economistst  conclusions ln

thelr  ent i rety.

Digi tal  took strong except ion to the economistsr report  and the

effects thereof on the proposed adjustments. Digi tal  objected to the 1lst  of

comparabLe companies, to the exclusion from the cost base of research and

development expendltures and of intercompany materlals purchases, and to the

markup rate whi-ch it viewed as unreasonably l-ow, constituting approximately one

hal- f  of  the overal l  consol ldated prof i t  rate of the Digi tal  group.

Digi tal  requested revlew of the proposed adJustments by the Service

Appeals Dl-vlsion. Agreement was reached on the pricing adjustments for fiscal

years L975, L976 and, 1977. The prof i t  al-gor i thm was nodif ied to include

research and development expenses and one-half of the intercompany materlals

purchases in the cost base, and DEC-PR|s profit was calculated at an amount

approxlmately equal to the overal l  consol idated prof i t  of  Digi tal- .  The prLcing

adjustments which increased Digi tal fs federal  taxable lncome for the f iscal

years  1975,  I976 and,  L977 r , re re  $3 ,726,000.00 ,  $6 '767,000.00  and $ I5 ,299,000.00 '

respect ively.  No agreement has yet been achieved regarding f iscal  yeat L978'

but it ls anticipated that the same formula adopted for the earller fiscal

years wi l l  be used.

11. The Audlt Division naintalns that the above-described federal- adJust-

ments dl-d not result  in true armts length pr ices for sales of property fron

DEC-PR to DtgLtal .  To support  i ts posi t ion, l t  rel ies upon a 1981 General

Accounting Office report which found that onl-y a small portion of adjustments

nade by the Service pursuant to Internal Revenue Code sectlon 482 were based on

true armts length pr lce.
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CONCLUSIONS OF LAW

A. That sect ion 211.4 of the Tax Law authorlzes the Tax Comn' ission'  ln

l-ts discretion, to regul-re or permLt a parent corporation and its wholly-owned

subsidiaries to flle a franchise tax report on a conbined basls; a courbined

report  embraclng a corporat ion not a taxpayer (1.e.,  a foreign corporat ion not

doing buslness ln New York) cannot be required, however, unless the Commission

deems such a report necessary, because of lntercompany transactlons or some

agreement, understanding, arrangement or transaction referred to in section

2LL.5, in order properly to ref lect the tax l - iabl l i ty under Art ic le 9-A. Ttrus'

in the case at hand, the question resolves itsel-f to whether conbined reports

will fulfil l the underlying statutory purpose of avoidlng the distortion of and

accurately portraying pet i t lonerrs true lncome. (See Matter of Coleco Industr ies,

I n c .  v .  S t a t e  T a x  C o r n m . ,  9 2  L . D . 2 d  1 0 0 8 ,  a f f d .  m e n . '  5 9  N . Y . 2 d  9 9 4 ;  a n d  2 0

NYCRR 6-2.3, ef fect lve for al l  taxable years ending on or after December 31'

1 9 8 3 .  )

B. That the record establ ishes that for the f iscal  years in quest ion, the

Internal Revenue Service performed an audit of petitioner and lts various

subsidiaries and scrutinized the intercompany pricing with respect to sales of

tanglble personal property. As a result of the examination (and after adminis-

trat ive appel late procedures),  the ServLce proposed substant ial  pr ic lng adJust-

ments and substant ial  increases to Digi talrs net income by vir tue of the

authority granted lt by Internal Revenue Code sectlon 482 to distribute,

apport ion or al locate gross income, deduct ions, credits or al lowances among

corporations if lt is determined that such distribution, apportlonment or

al locat ion is necessary " in order to prevent evasion of taxes or clear ly to

ref lect the incoue" of such corporat ions. Where sales of tangible personal-
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property occur among members of a controll-ed group of corporationsr the regula-

tions pronulgated under Code sectlon 482 permit the Service to "make approprlate

al locat ions between the sel ler and the buyer to ref lect an armrs length pr icett

fo r  the  sa les  (Treas .  Reg.  51 .482-2 [e ] [1 ] t l l )  and  prescr ibe  methods  fo r  de ter -

mining an armts length price as well as standards for the appllcatlon of such

m e t h o d s  ( T r e a s .  R e g .  5 1 . 4 8 2 - 2 t e l t 2 l ,  [ 3 ]  a n d  [ 4 ] ) .  B a s e d  o n  a  s t u d y  b y  e c o n o -

mists,  the Service employed the cost-plus method of regulat ion sect ion L.482-2(e)( )

to establlsh proper interconpany priclng to place thls group of controlled

taxpayers on a tax parLty with sinilarly situated uncontrolled taxpayers. (See

Treas .  Reg.  $1 .482- I tb l t l l  wh ich  se ts  fo r th  the  scope and purpose o f  sec t lon

482.)

Unl lke Matter of  Standard Manufactur ing Co.,  Inc. (State Tax Corrm.r

bTay 2, 1984),  where the taxpayer unsucessful ly asserted that sect lon 482

adjustments assured armrs length pr ices between i t  and l ts Puerto Rlcan-based

subsidiary for subsequent years not reviewed by the Service, Dlgital- provided

evidence of changes for the taxable years at issue. The Audit Divlsion then

made no showing that such changes did not result ln armrs length prices.

Therefore, inasmuch as an extenslve federal- audit focused on the

intercompany transactions between Digital and lts subsidiaries, and petltloner

reported the resultant changes to New York wlth their conconitant lmpact on

entire net income, combtned reports rirere not necessary in order to Properly

ref lect Digi tal ts franchlse tax l iabi l l ty.

C. Thar l-n llght of the actlon by the Court of Appeals in invalidatlng

that portion of the DISC export credit which dlscriminated agalnst exPorts

shipped from outside New York and effect lvely extending the credLt to al l  of  a

shareholderrs DISC lncome which has a nexus to this state, Pet i t ioner is
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properly ent i t led to the credl- t  provlded by Tax Law sect ion 210.13 with resPect

to sales by its domestic lnternational sales corporation (Matter of lJestinghouse

E l e c t r l c  C o r p .  v .  T u l l y ,  6 3  N . Y . 2 d  1 9 1 ) .

D. That the petition of Digltal Equipnent Corporation ls granted to the

extent indicated in Conclusions r fBrr and rrCrr.  the not ices of def ic lency for the

f iscal years ended June 28, 1975, July 3, 1976 and July 2, L977 issued on

September 15, 1981 and lncreased by the Audit Divislon Ln its ansrder are to be

nodif ied accordingly;  the Not ice of Def ic lency for the f iscal  year ended

July 1, L97B issued on September 15, 1981 and increased by the Audit  Divls ionrs

anslrer is sustained until petitioner reports to the Audlt Divlslon the federal

changes to its rieturn for such year, at whlch time the deficiency ls to be

modif led in accordance herewtth; and except as so granted, the pet i t lon is Ln

al l  other respects denied.

DATED: Albany, New York STATE TAX COMMISSION

PRESIDENT

JUN 2 81985
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State of New York -  Department of Taxat ion and Finance
1 '  Tax APPeals Bureau

REOUEST FOR BETTER ADDRESS

Date of Requestt*tDF Appeals Bureau
Roonr IOT - Bldg. .n:9
Silale Camnrs
Albrnv, New yo*

Requested bY Tsx Appe€ls Burcau
Room tO7 - BHfr ffi
$ate Campu

Please f ind mosL recent address of taxpayer descr ibed below; return to Person named above.

Soc ia l  Secur i ty

Name

Results of search by Fi l -es

Date  o f  Pet i t ion

Address

v&,*/;4% / t)rrz-

/|1.y 
l"rrJ /-l rv. pJ- Pz- A 7f r?/ro'

|  |  Same as above, no better address

Sect lon

PERMANENT RECORD

FOR INSERTION IN TAXPAYER'S FOLDER



S T A T E  O F  N E W  Y O R K
S T A T E  T A X  C O M M I S S I O N

A L B A N Y ,  N E W  Y O R K  1 2 2 2 7

June 28, 1985

Digltal Equipnent Corporatl.on
100 Nagog Park
Acton, l"1A 0L72O

Gentlemen:

PLease take not lce of the Declsion of the State Tax Conmlsslon enclosed
herewlth.

You have now exhausted your right of review at the adnlnlstrative level.
Pursuant to section(s) 1090 of the Tax Law, a proceeding ln court to revlew an
adverse declslon by the State Tax Commisslon may be instltuted only under
Artlcle 78 of the Civil Practlce Law and Rules, and must be commenced ln the
Supreme Court of the State of New York, AJ-bany County, withln 4 nonths from the
date  o f  th ls  no t ice .

Ingulries concerning the computatlon of tax due or refund allowed Ln accordance
with this declsion nay be addressed to:

NYS Dept. Taxatlon and Flnance
Law Bureau - Litigatlon Unlt
Bullding {f 9, State Campus
Albany, New York 12227
Phone # (518) 457-2070

Very truly yours,

STATE TAX COMMISSION

cc: Pet i t lonerrs Representat lve
Edward M. Grifflth
Phi l - l lps, Lyt le,  Hitchcock, Blaine & I luber
30 Rockefel ler PLaza, Sulte 3137
New York ,  NY 10112
Taxing Bureaurs Representative



STATE OF NEW YORK

STATE TN( COMMISSION

In the ltatter of the Petltlon

o f

' DIGrTAS EQUIPMENT CORPORATION :

for Redeterolnatlon of a Deflclency or for :
Refund of Franchlse Tax on Buelness Corporatigns
under Artl.cle 9-A of the Tax Law for the Flscal :
lears Ended June 28, L975, July 3, L976, July 2,
L977 end July I, L978.

DECISION

Petitioner, Dtgltal. Equtpueot Corporatlon, 100 Nagog ?ark, Acton,

ltassachusetts 01720, flled a petl.tlon for redetermlnatlon of a deficl.ency or

for refund of franchlse tax on business corporatlons under Artlele 9-A of the

Tax Law for the flscal years ended June 28, L975, JuLy 3, L976, July 2, L977

and July 1, f978 (FtLe No. 37266)

A formaL hearing was held before Dorlg E. Stelnhardt, Hearlng Offlcer' at

the offlcee of the State Tax Coml.gslon, Two World Trade Center, New York, New

York, onMay 23, 1984 at 9:15 A.M., wtth al l  br l .efs to be submltted by Novembat 27,

f984. Petltloner appeared by Phl1llps, Lytle, ll ltchcock, Blaine & Euber, Esge.

(Edward M. Grifftth, Jr., Esq. r of couneel). The Audit DLvl.slon appeared by

John P. Dugan, Esg. (Patr lc ia L. Brumbaugh, Esq.,  of  couneel) .

ISSUES

I. I'Itrether the lncl-uelon by pecltLoner ln a conblned franchlse tax report

of slx of 1te who1ly-owned subel.diarles, lncludl.ng Dtgltal Equlpuent Corporatlon

de Puerto Rlco, Ls requlred ln order to properly refleet petitlonerrs franchlse

tax Llabl.llty.

II. Wtrether petLtl.oner is properly entitled to the DISC export credit

provided by seet lor,  ZfO.13 of the Tax Law.
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FINDINGS OF FACT

1. On Septenber 15, 1981, subsequent to the conduct of a f le ld audl. t ,  the

Audlt Dlvlalon lssued to petltloner, Dlgltal Equlprnent Corporatlon (rrDlgltal"),

four notlces of deflclenclr aas€rting addltlonal franchlse tax due under

Artlcle 9-A of the Tax Law for the fiscal years ended June 28, L975, JUJ-y 3'

1976, July 2, 1977 and July 1, 1978 ln the reepect lve amounts of $24,919.00,

$128,452.00, $308,885.00 and $2861824.00, plus interest.  The corporat ion tax

examlner recomended and the asserted deficlencles are premleed on che followlng

adJustments: (a) the lnclusLon by Dtgital ln a combined frauchlse tax rePort

of slx of lts whoLly-owned eubsldiarleg, Dlgltal Equlpnent Corporatlon de

Puerto Rico (|'DEC-PR"), Dlgltal Equipueut Gorporatlon Internatlonal (trDEC-

Internatl.onal"), Digltal Equlpnent Corporatlon Asia (rrDEC-Aeiat'), Dlgltal

Equipment Corporation Latln Amerlca (trDEC-LatLn Americatt), Dlgltal Equlpment

Corporatlon Realty Truet ("DEC-Trustrf) and Dlgltal Internatlonal- Sales Corporatlon

(rrsaleerr); (b) the dlsallowance of the DISC export credlt to petltloner. on the

ground that the credlt only has appLlcation to export Ealee shlpped from New

York; (c) the recomputaclon of the property aad receipcs factors of the buslnees

all-ocatlon formula; and (d) the add-back of interest expense lndlrectly attrlbu-

table to subeidiary capital. In computing the entlre net tncome of the comblned

groupr the Audit Divl-aLon treated the research and development costs of both

Dlgltal and DEC-PR as expense iteue; for federal corporatlon lncone tax PurPoses,

DEC-PR had elected to capltallze and amortlze such coets.

Subeequent to the lgeuance of the notlces'of deflclency, Dtgltal

lnforned the Audlt Dlvisl.on of certaln changes to Lts federal- corporatlon

lncone tax returns for the flscal years ended June 28, 1975, July 3, L9i6 arrd

July 2, 1977 nade by the Internal Revenue Service. The Audlt Dlvision auguented
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the cooblned groupre entire net lncome to take account of the federal changes

for such years, and by way of tts anslrer to the perfected petLtl.on, asserted

gleater deflclencleE for the fleca1 years L975, 1976 and L977 ta the anounts of

$53 '084.00 '  $190,303.00 ,  and $407,834.00 ,  respec t ive ly .

2.. Dlgttal ls presently the second largest computer company ln the Unlted

States. It designe, manufacturea and distributee computer equ{pmeat and

systeme throughout the world. It Ls headquartered ln Maeeachusetts lthere lt

has uanufacturtng as well as support faclll.tles. Durlng the years ln questlon,

Lt also had nanufacturlng facllltLes ln New Hampehlre, New Mexico, Vetmont and

Arizona. For the perlod L976 to L978, the nuuber of enployees ranged frou

about 181500 to 25,000. Dlgltalts actlvltf,ee in New York State are ll.nlted to

the sales and servl.clng of coilputer equipment through branch eales and servlce

offLces. I t  does no'oanufactur lng in New York.

3. (a) DEC-Internatlonal haE a sales and servlce offlce and employees ln

Tokyo, Japan. It sells Dlgltal producte to the Far East, narket. It has no

euployees or operatl.ons in the Unlted States.

(b) Durlng the relevant perlbd, DEC-Aela had a sales and service offlce

and employees tn Iran. It had no employeea or operatlons ln the Uulted States.

(c) Durlng the relevant perlod, DEC-Latln America had a sales and

servlce offlce and employees Ln San Juan, Puerto Rlco. It had no eupLoyeea or

oPelatlons ln the unlted states.

(d) Durlng the relevant perlod, DEC-Trust waa a. Massachuaetts buslness

trust that hel.d real property whlch it l-eased to Dlgltal. It had no offlce or

employees Ln New York.

(e) Durlng the relevant period, Sales waa a Dooestlc International

Sales Corporatl.on for federal income tax purposes. 4L1 of the products relatlag
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to the export eales nade by lt, and upon whlch lt recelved comrlsslons' were

shlpped from Maynardr Massachusetts.

4. DEC-PR ia a Delaware corporatlon wlth lts headquarters and manufaeturlng

facilltles ln Puerto R1co. It hag no empJ.oyees, facJ-Lltles or operatloos ln

New York State. Durlug the yeare ln questlon, DEC-PR had two manufacturlug

plantsr oo€ in San Ge:man and the other in Aquadllla, totalllng about 500,000

squsr-e feet. Ite employee populatl.on ranged fron 2,000 to 31000 and lncluded

dlrect Labor operators, electronlc and mechaolcal technlclane, manufacturlng

engineers and profeeelonal aanagers. Of the totaL employee populatiou, only

about 50 euployees wcre frorn the contlnental Unlted States, the reuainder belng

from Puerto Rico

5. For fiacal years 1975 and L976, DEC-PR lraa a quallfying corporatlon

under sectlon 931 of the Internal Revenue Code. Pursuant to that provlslon,

its gross Lncome for federal lncome tax purposes included only gross lncome

frou sources trlthln the Unlted States. Slnce all of its lncome fron these

years was frou Puerto Rico, lt had ao gross lncome for federal lncoue tax

Purpoaea.

By reason of a change by the Tax Reforrn Act of L976, DEC-PR becane

subject to the provlsl.ons of sectton 936 of the Code for flscal years L977 and

1978. Sectlon 936 provldes a-epeclal. tax credtt to a quallfying corporatton

whlch is equal to the federal tncome tax attributable to the corporatlonrs

lncome from sources lrlthout the Unl.ted States from the active conduct of a

trade or buel.ness wLthin a possesslon and from quallfled possession source

Lnvestnent lncome.

6. DEC-PR manufactured couputer subassemblles and finlshed options,

lncludlng prlnted wlrlng boards, backplanes and central processing unlta. In
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general, the operations lrere relatively trighJ.y automated, with asseobly Processes

as well as qual-l.ty and reLlabllity testing belng computer-directed

For the most partr the products uanufactured by DEC-PR were desLgned

by Dlgital. DEC-PR recelved from lts parent drawtngs, speclflcations and

t'tooLsf' (hardware and software utl.l lzed to manufacture the product) and was

charged a research and developuent fee, computed Ln accordance wlth a fotmula

establlehed by a costsharlng agreement between Dtgltal and varioue of lts

subsldlarles lncludiog DEC-PR.

DEC-PR enployed an extenaive labor force of technl.cians and engineere

who were experts 1n product technology and procees technology. Extensive

knowLedge of the products themselves ("product technology") was reguired to

manufacture the products and to perfonn the testing and dlagnostic routines.

In addltton, lt lras essential for DEC-PR to have technl.cians and englneers

skllled in the manufacturlng procese itself ("process technology"). DEC-PR

purchaeed approxi.uately 19 petcent of its supplLes frou Digital and the remalnder

of lts ralr materlals fron vendore in Puerto Rico, the United Statee, Burope and

the Far East. 'Because Ln some lnstances the vendor base used by DEC-PR was

dl.fferenr from that used by the Dlgital group ln the Unlted States, the DEC-PR

proceas technlclans and englneers tailored and accomodated the processes

accordingly.

fui Lntegral part of the DEC-PR manufacturLng operation was materials

plannlng and nanagement, the procurement of materials and the settlng of

manufacturing schedules, taklng into consl.deratlon Dlgitalrg business requests,

historlcal shlpoents of particular products, market proJectlons and other

factors. These schedules were in turn used to determlne the klnd and amount of

materlals to be procured, invent,ory levels and product mlx.
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Despite the fact that approximately 94 percent of lgs producte were

sold to Digital' customer servlce was an lmportant conslderatlon to DEC-PR,

gl.ven that lt coopeted wlth other plants and eubsl.dlarles ln the Dlgltal group

for the opportunity to manufacture the sane products. Thus, DEC-PR:s ablllty

to be cost effectlve, to manufacture hlgh quallty products and to be responelve

to cuBtouer deuands tended to enhance lts conpetltlve edge

7. .DEC-PR had lts olrn personnel department whlch wae charged with the

responelbllltles of adnlnlsterlng wage and beneflt packages, the tralning and

developnent of pereonnel, and recrultment.

' 
Compensatlon pald to the DEC-PR employees naa very competltive

Compensatlon packageE were deeigned to be conslstent wlth the general Dlgital

pollcy of affordl.ng ernployeea an attractlve place to work but were also fashloned

t o b e s u 1 t a b 1 i t o t h e P a r t i c u 1 a r e n v 1 r o n m e n t . I n a t 1 e a s t o n e 1 n s t a n c e , t h e

polley adopted by DEC-PR with respect to provldlng automoblles for certaln

executlves lras contrary to pollcy at the parent level.

Pereonnel tralnlng aud development lrere provlded by DEC-PR ln-house or

by professlonally sponsored courses and schools on the Island or ln the Unlted

Statee

Personnel were exchanged between DEC-PR and DLgltal, but most often,

enployees !te!e recruited from cornpanies outsl.de the Dlgltal group. There

exlsted no formal program ln the group for the exchange of pereonnel between

companles.

Flnally' DEC-PR retalned a San Juan law ffum to handle all tts labor

rel-ated legal natters.

8. DEC-PR had lts own'flnance department, encompassing the usual functlons

of budgeting, cost accounting and treasury. DEC-PR annually developed and
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eetablLshed cost goals and perlodtcally reviewed compliance wlth Lts goals.

Dlgital conducted a flnal review of DEC-PR|s budget after its formulatlon by

the eubeldlary. DBC-PR retalned an accourlting fl::n located ln San Juan whlch

perfotmed audLts of the subeldl.aryts records and issued certlfled fl.nanclal

stateuenta.

9. Fron tlme to tlme, lt was neceeeary for the Eanagement of DEC-PR to

meet ltlth Puerto Rlcan government officlals lrith respect to employee compensatlon

packages' tax compllance and transportatlon and colmrtrnlcatlon servlces. The

oanagement also frequently met wlth Fonento, the local lndustrlal development

agency, whlch consldered DEC-PR a t'modelrr operation to entlce proepectlve aew

buslnees to the Island

I0. An Internal Revenue Servlce team, consistlng of audltors., lnternatlonal

oPeratlons exaulnersr computer speclaligts and a casre Danager, conducted an

examination of Dlgttalrs books and records for the flscal years 1975 through

1978 wlth partlcul-ar attentlon t,o the prlces charged Dlgltal by DEC-PR. Ia

determinl.ng lotercoupany prlcea, Dlgltal applled a proflt-spltt uethod. On the

theory that the group of corporatlons engaged Ln two proflt-gene.ratlng actlvltles,

mauufacturing and saLes' Digltal set prices at a level so as to spllt overall

gloup profit evenly between the manufacturlng and sales operatlons.

In the course of the audl.t, the Servl.ce retalned Lndustrial economlsts

who studled comparable conpanles and concluded that a cost-plus method lras more

approprlate. (than the proflt-epllt nethod) to measure the profit of DEC-PR. In

arrivlng at a proflt algorlttun, the economists excluded regearch and developuent

exPensea and the costs of lntercompany purchases from the deflnltlon of coat to

be marked upr aad accorded Digital one-haLf of the Labor savlngs attrlbutable

to the Puerto Rican operatione. The resul-tant markup and profit rate applled
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ltas roughly 10 percent. The Service adopted the economlstst concluslons ln

thelr  entLrety.

Dlgltal took strong exceptLotr to the economlstet report aud the

effects thereof on the proposed adjustments. Dlgltal obJected to the llst of

comparabJ.e companles, to the excluslon from the cost base of research and

development expeadltures and of lntercoupaay materlals purchaseer and to the

narkup rate whLch lt viewed as unreeaonably 1ow, constl.tutLng approxlnateiy one

half of the overall consolidated proflt rate of the Dlgltal group.

Dlgltal requeeted r,lvl-ew of the propoeed adJustuents by the Servlce

Appeals Dlvleion. Agreement naa reached on the priclng adJustuents for figcal

years Lg75, 1976 and Lg77. The proflt algorlthn was nodlfled to lnclude

research and development expenses and one-half of the lntercompany materlals

purchases in the cost base, and DEC-PR!s proflt was calculated at an anount

approximately equal to the overall consolldated proflt of Dlgltal. The prlclng

adJuetnents which increased Dlgltalfs federaL taxable lncoue for the fl.scal

years  L975,  1976 and L977 were  $3 ,726,000.00 ,  i6 ,767,000.00  and $15,299,000.00 ,

respectlvely. No agreement has yet been achleved regardlag flscal yeat L978,

but lt ls antlcLpated that the same formula adopted for the earller flscal

years w111 be used.

. 11. The Audlt Dlvislon maintalns that the

ments dLd not result in true arm's length prlces

DEC-PR to Dlgltal. To support its posltlon, lt

Accountlng Offlce report whlch found that only a

nade by the Servlce pursuant to Internal Revenue

true armts length prLce.

above-described federal adJust-

for sales of property from

relles upon a 1981 General

s0a11 portlon of adJustments

Code sectlon 482 were based on
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CONCLUSIONS OF LAW

A. Ttat sectl.on 211.4 of the Tax Law authorizes the Tax Comnl.ssion, in

its dlecretlon, to requLre or pernlt a parent corporatlon and lts wholLy-onned

subeldlarles to flle a franchlse tar report on a conblned basls; a cmbl.ned

report embraclng a corporatlon not a taxpayer (1.e., a forelga corporatlon not

dolng buslness ln New York) cannot be requlred, however, unless the Cornmisslon

deemg such a report necesbary, because of lntercompany traneactlons or soue

agreeuent, underetandlng, arrangenent or transactlon referred to ln sectlon

2LL.5, ln order properly to reflect the tax llabl.lity under Artlcle 9-A. Thua,

ln the case at hand, the questlon resolves ltse1f to whether conbLned reports

w111 fu1f.111 the underlylng statutory purpose of avoldlng the dlstortlon of and

accurateLy portraylng petitlonerfa tru€ lncome. (qgg Matter of Coleco Industrles

Inc .  v .  S ta te  Tax  Com.  ,  92  L .D.2d  1008,  a f fd .  mem. ,  59  N.Y.2d  994 i  and 20

M|CRR 6-2.3, effectlve for all- taxable years endlng on or after Deceuber 31,

1 9 8 3 .  )

B. That the record establlehes that for the.flscal years ln queatlon, the

Internal Revenue Servlce perforned an audtt of petltloner and ite varloua

eubeldLarles and scrutlnized the interconpany prLclng wlth respect to salee of

tangLble personal property. As a result of the examLnation (and after adnlnie-

tratl.ve appell,ate procedures), the Service propoeed substantial priclng' adJust-

ueats and substantlal lacreages to Dlgltalts net lncome by vlrtue of the

authority granted lt by Internal Revenue Code gectlon 482 to dlstrlbute,

apportlon or allocate gross lncome, deductlons, credlts or allowances among

corporations lf lt Ls deternl.ned that such dlstrlbution' apportionment or

allocatlon Ls necessary rrln order to prevent evaslon of taxes or clearly to

refLect che tncomett of such corporations. I{here sales of tanglble personal
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property occur a[iong Dembers of a controlled group of corporationg, the regula-

tlons prouulgated under Code sectton 482 pernlt the Servl.ce to "make approprlate

allocatlons between the sel-ler and the buyer to reflect an erufs length pricerl

fo r  the  ea les  (Treae.  Rgg.  S1.482-2 te l t l l t l l )  and  prescr lbe  methods  fo r  de ter -

mlnlng an armts length prlee as nell as standards for the appltcatlon of euch

methods  (Treas .  Reg.  $1 .482-2 te l [2 ] ,  [3 ]  and [4 ] ) .  Based on  a  s tudy  by  econo-

uists, the Servlce empl-oyed the cost-plua method of regulatlon sectioa L.482-2(e)(4)

to eetablLsh proper intercompany priclng to place thls group of controlled

taxpayers on a tax parl.ty with slnllarly sltuated uncontrolled taxpayers. (See

Treae. Reg. 51.482-l tbl t l l  whlch eets forth the scope and purpoee of sect lon

482.)

Unlike lIatter of Standard ManufacturLng Co., Inc. (State Tax Comr.,

l,Iay 2, 1934), where the taxpayer unsucessfully asserted that sect ton 482

adJustments asaured armrs Length prlces between lt and lts Puerto Rlcan-based

eubsldl.ary for subseguent years not revlewed by the Service, DLgltal provlded

evldence of changes for the taxable yeare at 1B6ue. The Audit Dlvtsion then

uade no showlng that such changes did not reeult ln armfs length prlces

Therefore, lnasmuch as an extenslve federal audl.t focueed on the

interconpeny transactlons between Dlgltal and its subsldlarles, and petltloner

reported the resultant changes to New York wlth their concomitant fiEpact on

entlre net Lncome, comblned report,s were not necessary ln order to properly

ref lect Digl tal fs franchise tax l iabl l l ty.

C. That ln llght of the actlon by the Court of Appeale ln lnvaltdating

that portlon of the DISC export credlt which discrlminated agalnst exports

shlpped from outslde New York and effectively extendlng the credlt to all of a

shareholderts DISC income which hag a nexus to thls state, petltloner ls
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properly entitled to the credl.t provided by Tax Law section 210.13 wlth resPect

to sales by.lts domestlc lnternatlonal sales corporatlon (Matter of Weetlnghouse

Elec t r l c  Corp .  v .  Tu l l y ,  63  N.Y.2d  191) .

D. That the petltlon of Dlgltal Equlpnent Corporatlon ls granted to the

extent Lndlcated in Concluslons I'B" and I'C'r; the notlces of deflciency for the

flscal years ended June 28, L975, July 3, 1976 and July 2, 1977 lseued on

Seplernber 15, 1981 and lncreased by the Audlt Dlvlslon ln lts anslter are to be

nodlfled accordlngly; the Notl.ce of Deflclency for the flscel year ended

July 1, 1978 issued on Septenber 15, 198L and locreased by the Audl.t Dlvlelonrs

ananer ls euEtalned untlL petl.tloner reports to the Audlt Dlvlslon the federal

changes to lts return for such year, at whlch'tLme the defl.clency le to be

nodlfled ln accordance herewl.th; and except as so granted, the petltlon ls in

alL other reepects denled.

DATED: Albany, New York

JUN 2 81985
PRSSIDENT

SSIONER

STATE TN( CO},IMISSION

s\


